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Foreword

In the last decade, many nonprofit, community-based organizations have becomereal estate
developers. Initslatest survey of the achievements of community development organiza-
tions, the National Congress for Community Economic Development found that these local-
ly based groups had devel oped nearly 320,000 units of housing. Some of these groups have
simply rehabilitated one or two vacant houses afflicting a particular block, but more than 400
groups are medium- or large-scale real estate devel opersthat have completed 100 or more
units of affordable housing. In many communities, these nonprofit devel opers are the most
significant forcein the effort to revitalize older neighborhoods.

Whether an organization seeks to increase the number of affordable housing units available
to local residents, redevel op problem properties that prevent neighborhoods from revitaliz-
ing, or spark others' reinvestment in neglected areas, guidelines for development are essen-
tial. How To Be Your Own Developer can provide you with these guidelines, asit hasfor
community-based organizations across the country, who have used 10,000 copies of the
origind guide since 1989.

Thisrevised edition of the popular guide goesto press at a time when many more nonprofits
are considering becoming housing devel opers. More than ever, board members of such
groups should be equipped to actively participate in decisions about housing development.
How To Be Your Own Developer will introduce new players to the basic concepts and steps
and the functions of the various professional s involved in the process. For those already
familiar with the process, the guide offers aframework for reviewing the issues and structur-
ing the decision-making process.

This second edition has benefited from extensive revisions provided by Al Tetrault (Tetrault
Associates, Washington, D.C.). His 25 years of experience devel oping affordable housing
have contributed to sharpening the text, along with adding new cautions and encourage-
ments.

The concepts and methods discussed in this guide are examined more intensively in avariety
of courses on real estate development and management at the Neighborhood Reinvestment
Training Institute, where thousands of staff and board members each year share experiences
and learn new skills. Coursesinclude Affordable Housing Development, Financial
Feasibility Analysis, Low-Income Housing Tax Credits, Project Management, Design
Quality in Affordable Housing, and The Real Estate Game.
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Real estate development, full of risks, can also produce tremendous rewards. If you decide
development isfor you, be sureto read this guide’ s companion, Real Estate Development
Sep by Sep: A Guide for Community-Based Organizations, which will walk you through
the processin greater detail.

Washington, D.C. Gary Askerooth
April 1994

Series editor Gary Askemoth, who has developed and built housing in Illinois, Minnesota,

New Mexico, and Ontario, is associate director of training at the Neighborhood
Reinvestment  Corporation.
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This guide is designed to help you, the community-based organization:

m assess the feasibility of a development idea and your own readiness to
take on such a venture, in terms of your capabilities, community support, and
availability of funding;

m decide which capabilities your organization has and which you would
have to hire if you were to tackle a development project;

m understand the basic components of real estate development: goal set-

ting, market analysis, site selection and inspection, financial feasibility analy-
sis, financing packages, product design, construction estimating and moni-

toring, marketing, sales and leasing, and property management.



Good developers are
aggressive entrepre-
neurs ,
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Chapter 1
Is Your Organization Ready?

Why do you want to be areal estate developer? Are you aware that professional developers
who have been in the business along time still occasionally get burned on bad deals? Most
have other projects and reserves to see them through afailure-but youmay not.

Experienced devel opers also occasionally encounter vigorous community resistance to their

plans or products. Isit appropriate for acommunity-based nonprofit organization to clash
with its community?

Real estate developers have been defined as “imaginative risk-takers.” They see asite and
perceive anopportunity for profit. But good developers, who have an excellent grasp of both
the big picture and the details, don’t take risks based on imagination alone. They balance the
dreams of a project with acareful analysis of itsrisks, and take the project on onlyf the bal-
ancetipswell in favor of success.

Community-based organizations can be successful developersin their communities, as has
been proven in many citiesand rural areas. But before you decide to plungeinto real estate
development, spend plenty of time defining what you want a devel opment project to achieve
and assessing your organization’s abilitiesto achieveit. Begin by setting your goals.

Setting Your Goals

Y ou may want to go into development because you and othersin your organization imagine
what the neighborhood you serve could be, and you can identify some properties that need to
be altered to fit your vision. Or funding sources may be asking you to undertake a specific
project or move, in general, into devel opment.

Thefirst thing to accept is that there maybe good reasons why some properties have not
already been developed. Successful for-profit developers are aggressive entrepreneurs who
constantly analyze development potential asthey drive by vacant sites. Sitesin your commu-
nity may remain vacant because of developers' ignorance or prejudices about the market. On
the other hand, some very careful and open-minded developer may have analyzed asite you
havein mind and rejected it because, for some reason, it did not fulfill hisor her profit objec-
tives.
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Y ou, too, need to analyze potential projectsin termsof your own goals. It may take a series
of meetingsto work out why you want to undertake a project and clearly define your objec-
tives. Questionsto consider include:

® |syour main goal to provide incometo your organization? Would you still be interested
inthe project if it generated no income?

m |syour main goal to improve aparticular property becauseit is an eyesore that detracts
from the marketability of the neighborhood?

m [syour main goal to provide much-needed housing opportunities for low- and moderate-
income peoplein your community?

m |syour main goal to complete your work (of which this project isthe last step) in the tar-
get neighborhood?

m |s your main goa to stimulate the revitalization of the area and encourage more investment?

If you discover that you have multiple goals, hold frank discussionsto rank them and define
your organizational commitment to quality; you will need the context this providesto reach
decisions | ater, when the goal s inevitably conflict. For example, if your goal isto provide
low-income housing, you may need to adopt a strategy of keeping construction costs as low
as possible, while still meeting your quality standards. If you come under pressure to do an
intricate multicolor paint job, for instance, it will be easier to decide whether or notto do it if
you have agreed on your number-one priority. If, on the other hand, your primary goal isto
spark other reinvestment in the neighborhood, the exterior treatment of the building is cru-
cia. Painting a brick facade may be cheaper than chemically cleaning it, but your goal may
be better served by budgeting the extramoney to cleanit.

Y ou will face many choices as you develop your product. If your top priority isto rid the
neighborhood of an eyesore, you may decide to develop market-rate housing instead of
building deep subsidies into your financing. The finished housing may be out of reach for
lower-income residents of your community, but if your overriding goal isto treat the build-
ing as soon as possi ble. market-rate housing maybe the most efficient way of achievingit.

These arejust afew examples. Y our goalswill affect every stage of the project, soitis
extremely important to take time at the very beginning to build consensus. If you cannot
reach unanimous agreement, it does not mean that you cannot go forward with the project,
but it does mean that you may encounter battles |ater on. If you can refer back to a planning
meeting in which you established priorities, you will weather any storms better.

How To Be Your Own Developer: Making the Development Decision
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Nonprofits' decisionsto act as developers have been known to create schismsin communi-
ties and within organizations. Board members have quit in anger and residents have picketed
the nonprofit’ s office. These are extreme examples, but they happen-usually because the
nonprofit has failed to plan or has misread the community. So spend alot of time (it could
take up to ayear) testing the waters and setting your priorities. When you are confident that
you have defined your goals as best you can and garnered community support, focus on your
organization’s ability to achieve the goalsyou' ve set.

Assessing Your Abilities

Even a short-term
development project
will affect your opera-
tions.

Again, hold a series of meetingsto openly discuss your organization’s staff, systems, and
finances and the skills required to achieve your goals. Assess your organization’s abilities
(including its ability to change) based on your goas, which may fall into two categories: proj-
ect-specific and long-term development.

Project-Specific (Short-Term) Development

If your goal isto rid the neighborhood of a specific eyesore or take the last step required to
complete atarget area, then your organizational assessment maybe easy and any changes
may be minor. But even this short-term, one-time only involvement in real estate devel op-
ment will affect your organization’ s operations. Questions to ask regarding your abilitiesto
handl e short-term devel opment include:

m Do board and staff members have the skills necessary to start and compl ete this devel op-
ment? Can board and staff members be relied upon to devote the time necessary to complete
this new venture?

m Will this development positively or negatively affect existing services or operations?

m Can you complete the devel opment project by hiring outside consultants and profession-
al services?If so, who will make the decision to secure these consultants and services and
how will they be managed?

m Can your organization reduce its involvement through ajoint venture with an experi-
enced devel oper? Can your organization contribute the land, building, cash, or grant funding

that can make the project attractive asajoint venture?

m Doesyour organization have adequate internal operating systems to manage the proposed
project? Can you easily alter existing systems, or would you need to devel op new systems?

Is Your Organization Ready? 3
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ment requires signifi-
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changes.
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m Doesyour organization have the necessary start-up capital and are you willing to loseit if
the project fails?

If the discussion generated by these questions indicates that the devel opment project iswith-
in the scope of your organization’s skills, abilities, and systems and that your organizationis
willing to accept a possible reduction or temporary elimination of its usual services, then you
can begin to analyze the project’ sfeasibility.

Alternatively, if the skills this project would require differ significantly from your organiza-
tion’ s expertise, or your accounting, communications, and management systems are not ade-
quate to manage this type of venture, you can often still undertake the project by selecting
and hiring a competent consultant and professional services. Assigning the negotiation of
contracts for services and the supervision of consultantsto a specific staff or board member
will keep the project from unduly interfering with your usual operations.

General (Long-Term) Development

If your main goal isto generate income, provide housing opportunities for low- and moder-
ate-income people, or trigger other revitalization efforts, then it isimportant to recognize that
you aspire to become areal estate devel opment company. To achieve thisgoal, your organi-
zation will have to make significant changes and may even need to establish a new organiza-
tion. Questionsto ask regarding your financial, organizational, and staff abilitiesto handle
long-term development include:

m Does your organization have the necessary capital to get a project off the ground and see

it through to completion? And, most importantly, are you willing to lose this capital if the
project fails or you decide to withdraw?

» Will you need to secure new or additional office space or equipment? Do staff have the
necessary skillsto operate the new equipment or will they need to be trained?

m Areyour internal operating systems designed for project-based record keeping? Is the
current accounting system organized to provide information on adaily basis?

= How will you structure the devel opment project to best achieve your goals? Will it be non-

profit or for-profit a partnership, a corporation, a subsidiary, or some variation on these forms?
If you develop a new organization, what will its relationship be to the “old” organization

* These questions are complex and change with each project and are best decided in consul-
tation with legal and tax counsdl.

How To Be Your Own Developer: Making the Development Decision
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m What skills do staff members have and what skillswill this new venture require? Are
staff members entrepreneurial? Do they take risks? Do they possess the technical skillsand
the drive, ego, experience, and knowledge to see a devel opment project through to comple-
tion?

m |f your organization requires additional staff to meet its goals, will you establish areward
system (including bonuses, incentives, profit sharing, or gain sharing) to approximate private
marketplace compensation and encourage entrepreneurial behavior? If compensation for
development staff differs from that for existing staff, will this negatively affect staff perfor-
mance?

m How much authority will staff members possess to obligate your organization financial-
ly? Will you set alimit of $1,000? Of $1,000,000?

Additionally, successful real estate development requires tight control and unflinching deci-
siveness, both of which limit board participation. With possibly millions of dollars at risk,
success often relies on quick and sometimes “secret” decisions. (Acquiring multiple sites
from different owners on the same block, for instance, islikely to be much more expensive if
the ownersall know you want their properties.) The open and often lengthy decision-making
process favored by many community-based organizations adds time to a devel opment sched-
ule and can significantly increase the development’ s cost. Community-based organizations
that venture into development can encounter great diffiiculty in balancing time and money
considerations against acommitment to community participation, and thisissue often gener-
ates heated discussion among an organization’s board and members.

Skills You Need to Have or Hire
At the most basic level, the devel oper is the person who has the idea, then matches a proper-
ty with an income-producing scheme. To bring that ideato fruition, however, requires
amassing the talents and skills of anumber of professionals, including:
m appraiser;
m |and developer;
m accountant;

m tax expert;

m inspector;

Is Your Organization Ready?
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m market analyst;

m architect;

m attorney;

m financier/lender;

m syndicator;

m contractor;

m planner;

m sales agent;

m property manager;

m engineer (civil, structural, mechanical, and environmental).
Most successful developers have general knowledge of all these areas and specialized exper-

tisein one or two. They hire professionals to assist with certain stages of the development
process.

Updating Your Business Plan

Y our organization should already have a business plan that identifiesits objectives, manage-
ment, personnel, product or services, market, customers, competition, risks, and financing.
Before beginning a devel opment project, you need to update the plan. Thiswill require sig-
nificant board time even if you assign existing staff, retain consultants, or hire new staff to
develop the business plan. The plan should identify three things: the new marketplace; your
organization’s new mission and objectives; and the product and servicesto be offered.
Additionally, you will need to perform amarket study that examines the customer, the
competition, and the risks, and develop pricing, selling, advertising, promotion, and public
relations strategies. Finally, you must develop budgets, income statements, cash flow projec-
tions, break-even analyses, and sources and uses of funds statements. Only after your organi-
zation devel ops, approves, and finances a business plan should it proceed with a devel op-
ment project.

6 How To Be Your Own Developer: Making the Development Decision
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Any organization considering a one-time projector gearing up for full-time devel opment
activity should understand the real estate development process. Although this guide treats
each step in the process as discrete, in practice devel opers perform many functions simulta-
neously, and nonprofit organizations must consider the implications of thisfor their own
staffs. The following chapters outline the approximate sequence of eventsin the pre-devel-
opment, devel opment, and post-devel opment phases of the process.

Is Your Organization Ready?
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Chapter 2
Pre-Development: Project
Planning and Feasibility Analysis

Careful planning and preliminary work can make or break a project. The stepsthis chapter
outlines should lead you to a sound decision about whether or not to proceed. What the out-
sider sees as development is often just the construction phase, but the pre-devel opment phase
of aproject consists of anumber of components and is often the longest of the three phases,
taking up to 50% of the total time of a project. After you have set your goals, the next step-
the first step of the pre-devel opment phase—is selecting a site or sites.

Selecting Sites

If your primary goal as developer isto rid the neighborhood of a specific vacant property or
properties, you will engage in no selection process. If, however, your goa allows some
choice among sites, then you will analyze various locations before or as you begin amarket
study.

Developerslook for sitesthat fit their profit objectives. The two main considerations for resi-
dential developers are whether they are in the multifamily or single-family business and
whether they want to sell the projector keep it. Sitesthat are appropriate for home-owner-

Pre-development is ship development may not work at all for rental housing.

often the longest of the
three phases of a pro-
ject.

Small devel operstend to specialize in ageographic region aswell. It takes some time to
understand the market dynamics of an area and to master such practicalities as how to get
permits expedited through a county or city government. Ideally, developers pick asite that
maximizes profit opportunities within aregion they know well. Neighborhood organi zations,
unlessthey have acity-wide focus, already specializein acertain area. Y our task asacom-
munity-based devel oper isto choose the site or sites that best achieve your goals.

The basic guidelinesin property selection apply whether the goal isto provide affordable
housing, spark reinvestment in atarget area, complete the revitalization of an area, or some-
thing else
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m Contiguous properties are easier and cheaper to work with than scattered sites. There

are costs involved in moving supplies and tools from site to site and in providing security for
scattered sites during construction. Additionally, financing for scattered-site devel opment
under asingle loan isdifficult to achieve, ownership iscomplex, and legal costs are dispro-
portionately  high.

m A concentration of development activity within contiguous blocks has a visual impact
that encourages other reinvestment.

m The cheapest properties are not necessarily the cheapest properties. Experienced devel-
opers are wary of apparent bargains. Low prices often point to significant and potentially
costly physical or environmental problems with property.

m Acquiring properties can be enormously time consuming, thereby adding to the costs of
the project. It often makes sense to go with properties you know you can acquire easily
rather than to set your sights on “choice” locations held by stubborn or irrational owners.
Dealing with adifficult property owner can delay a project by years. But be careful not to
choose a property that lacks strategic conseguence just because you can get site control.

Analyzing Sites

One piece of land may
cost twice aSmuch to
develop as another.

10

Once they have asite (or sites) in mind, whether vacant land or buildings, developers check
that the zoning will allow what they have in mind and perform a preliminary inspection to
determine if any conditions exist on the site that could lead to extraordinary development
costs. Developers know current development costs for the “average” unit and need to know
whether to budget extraamountsin their pro formas. Getting zoning changed also requires
extratime and money.

One piece of “raw” land may cost twice as much to devel op as another. Before developers
secure financing they will order engineering and environmental surveys, but at this point
they can usually spot potential problems. Factors to consider include size and shape of the
property, access to main roads and utilities, grading, drainage, composition (isit all rock, for
instance?), and the condition of the surrounding area.

A phase one environmental study needs to be completed by a certified engineer as soon as
possible, preferably before acquisition. Land sites can harbor radon, hydrocarbon pollutants,
or other environmental problems. Rehab projects also require environmental studiesto test
for the presence of avariety of pollutants. Strict federal regulations require that three sub-
stances-asbestos, |ead-based paint, and PCBs (polychlorinated biphenyls)—be removed or
encapsulated. A number of building materials contain asbestos, including insulation around

How To Be Your Own Developer: Making the Development Decision
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heating pipes and inside walls, floor tiles, some types of plaster, and exterior siding. Most
structures built before 1978 contain lead-based paint. Old electrical transformers on large
multi-unit projects often contain PCBs. The presence of any environmentally harmful sub-
stance can significantly increase a project’s cost.

On rehab projects, developerslook for structural flaws that are expensive to repair. They
view the entire block for such signs of potential trouble as:

m tilted houses;
m sunken sidewalks and other signs of erosion;

m bulges, crumbling block, loose bricks, split wood, and popping nails, al of which point
to stressin building facades;

m |eaning chimneys,

m indentations and humps in roofs.

Inside the property, things to look for include:

m cracks and breaksin the foundation;

m signs of flooding or water damage;

m signs of termite damage;

m cracks in walls;

m condition of basic systems (plumbing, electrical, and heating and air conditioning).

They also note the location of |oad-bearing walls, which could affect the cost of layout
changes.

Experienced devel opers are not engineers, designers, or estimators. They are, however, con-
fident of their ability to “ballpark” costs and identify potential problems, because they have
looked at agreat deal of land and many buildings overtime. If no onein your organization
possesses this experience, you need to hire or borrow someone who doesvery early in the
process, in order to perform some preliminary cost projections.

Pre-Development: Project Planning and Feasibility Analysis 11
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If, after the market study, the devel oper decidesto go ahead with the project, a more exten-
sive inspection will be made. The developer’ s purposesin theinitial inspection are to judge
the suitability of the site for the imagined project and spot potential problems.

Analyzing the Market

Developers usually tar-
get the population that
already lives in the
area.

12

The goal-setting process hel ps you define the popul ation for whom you are devel oping the
housing, beit low-income renters, new homeowners, or another group. The project-specific
market study and analysis helps you determine whether a demand exists for housing in your
neighborhood among that population or if one could be stimulated. It also helps you deter-
mine what to charge for the rental or sale of that housing.

A market study need not result in a glossy, 30-page document prepared by an “outside
expert,” although such a document is useful for making proposalsto lenders and investors.
The developer who has been operating in aparticular geographic areafor sometimeis con-
stantly accumulating market data, as are many nonprofit community organizations. The main
objectiveisto organize and interpret the datain away that allows you to make projections
about rents, sales prices, and buyers and convince alender or investor that therisk isworth
taking and supported by facts.

Market Data

The market study should include information on several aspects of the neighborhood and its
people, including those discussed below.

Population

Most conventional developments target the type of population that already livesin the area
or has shown preference for it by moving there. (If, asadeveloper, you plan to appeal to an
entirely new kind of buyer, you will need quite an elaborate marketing strategy to succeed.)

Market studies, then, begin by analyzing the current residents. Information to gather
includes:

m who lives in the neighborhood;
m residents’ occupations and incomes;

m residents’ mobility (people moving into or out of the neighborhood-movement is much
greater among renters than homeowners);

m average ages and family sizes.

How To Be Your Own Developer: Making the Development Decision
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The age distribution of the population also has potential implications for development. In
many older urban neighborhoods, for example, alarge portion of residents are under 30 and
alarge portion are over 60. The older residents most likely own their homes and the younger
ones may lack the resources to purchase homes.

As aneighborhood-based organization that knows its neighbors, you are in an excellent posi-
tion to have thisinformation. Other sources include census data and planning department
reports. For afee, the census bureau will send you information on whatever neighborhood
you specify. In many areas, regional planning councils or planning departments also have
organized census data by neighborhood, zip code, or censustract; check and seeif thisisthe
casefor your area.

Home-ownership percentages

Thisincludes the percentage of housing that is owned by homeowners as opposed to
investors and whether this percentage isincreasing, decreasing, or stable. Thisis excellent
information for any housing organization to possess, whether or not it isin the development
business. Many planning departments maintain this information and will shareit with com-
munity-based organizations. In other areas, you can often gather this data by going to the tax
assessor’ s office and checking where and to whom tax bills are sent. If tax bills are sent to an
address other than that of the subject property, that usually indicates an investor-owner.

Vacancy rates

In addition to the percentage of units that are vacant, this includes the degree to which resi-
dents double up and share units (possibly indicating that rents maybe too high or that too
few unitsexist). Again, your own contacts with residents plus a block-by-block visual survey
of the neighborhood are the best sources of information. Census data can back your primary
research.

Sales and rental data

Thisincludes average sales prices and rental rates, whether significant variations exist
between what houses list for and what they ultimately sell for, the length of time units stay
on the market before being rented or sold, and the local standards for arental contract (for
example, first and last month’ srent, cleaning deposit, key deposit, and aone-year |ease; or
one-month rent deposit and amonth-to-month lease). Sales data should be compiled system-
atically and tracked showing list price, listing date, sales price, sales date, and final closing
information.

For an annual fee, you can access the online sales data available in many areas. Records at
the county offices of the recorder of deeds also contain sales information, and many cities
publish real estate directories monthly. ThelocaBoard of Realtors multiple listing ser-
vice(MLS) contains al the sales data. Realtorsin the Washington, D.C., areaare introducing

Pre-Development: Project Planning and Feasibility Analysis 13
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anew servicethat will likely become widely available: acomputerized database of al prop-
ertieslisted in the metropolitan area, accessible directly by telephone. Callerswho are mere-
ly seeking listing information need not contact arealtor at all. Rental data maybe available
from alocal property owners association. Organizations need to follow newspaper listings as
well.

Competition

Thisincludes whether other development ventures in the areamay compete with your ven-
ture, what their products are, who their markets are, and how they are doing. Though you
can gain some information by watching your competitors’ advertising, you can also visit the
project and ask the sales or leasing agents directly. If you goon aslow day such as Monday,
they arelikely to tell you frankly how leasing or sales are going, even if you identify your-
self as apotential competitor.

Also investigate what developments may be imminent. Spend some timein the permits or
zoning office checking on relevant applications. Speak with city plannersto find out what
they know about key parcels of land, vacant warehouses, or other possible development sites
in the neighborhood. Many devel opments have suffered when competing projects entered
the market at the same time.

Amenities

Thisincludes the schools, shopping areas, churches, parks, playgrounds, hospitals, and other
community services available in the neighborhood; any special historical or architectural fea-
tures; adequate public transportation; and the quality of the civic spaces and the scale of
buildings. Amenities also include such considerations as whether it is easy to walk places
and whether trees flourish. Also note in this section not only statistics on crime, but percep-
tions of crime-whether, for instance, people believe the crimerateis higher or lower than it
actually isand whether or not people feel safe in the neighborhood.

It maybe worthwhile to conduct a historical study of your neighborhood. Local historical
commissionswill usually help you get started on such an effort, which may result in useful
marketing angles for your project.

Data about amenitiesis crucial for determining value. Lenders, aswell asyour potential
renters or buyers, will require thiskind of reassurance.

Purchasing power

Though strictly speaking thisis not part of the market study, you need current information
about the mortgage market and economic forecasts. The best-built unitswill sit empty if
your target population cannot afford the going interest or rental rates when the project is
completed.
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Thisisahigh-risk areafor conventional developers, who must predict where the economy is
going to bein two years when their houses come on the market. Nonprofit housing groups
and for-profit devel opers of subsidized housing can reduce their risk by obtaining grants or
other public financing which, blended with private financing, can produce mortgages or rents
virtually certain to be below market rates.

It isimportant to analyze the purchasing power of your target population, taking into account
employment trends, income projections, interest rates, and types of mortgages to be avail-
able. Thiswill help you decide to what degree a subsidy maybe necessary.

Projections and Pro Formas

Current market data and trends help the devel oper create a picture of where the market will
beat the completion of the project. Most developers will not undertake projects they cannot
finishin one or two years. Both cash flow and market projections become precarious after
two years, and the longer the projections extend, the higher the risk isthat they will be incor-
rect. The market study may deal with afive-year period encompassing the current market,
the situation for the past two years or so, and projections about the next two years.

The projections about future trends figure significantly in assessing a project’ srisks.
Developers use a market study’ s projections about future trends to devel op the pro formas.
For example, the three most commonly projected items on an income and expense pro forma
for amultifamily rental project are the annual rate of income increase, the annual rate of
expense increase, and the vacancy rate. Many pro formas assume as% annual rental income
increase, a37o annual expense rate increase, and a 5% vacancy factor as“plugs.” Using
“plug” amounts may be useful in working up preliminary pro formas, but more precise pro-
jections are essential for final pro formas. If your rents are limited by regulation or program
requirements, a4% annual increase may not be appropriate or even allowable. If your mar-
ket study shows that rents have been flat or increasing by only 1% per year for the past three
years, your projections should reflect that information. If the area vacancy factor has been
8%, again, this should be reflected. Projections are affected by and should reflect historic pat-
ternsidentified in your market study. If they don’t, your market study should explain why—
for example, you project increased housing demand because of an increasein jobs.

At this stage in the process, it is enough to have all this market information in filesin your
office, in accumulated real estate sales reports, or in your head. Y ou are using it to decide
whether or not to proceed with the project, not to make aformal presentation. Asyou seek
financing, though, you will need thisinformation in document form. Even if you made your
decision “seat of the pants’—uwith your intimate knowledge of the neighborhood-you will
need to organize your market datain a narrative.

Pre-Development: Project Planning and Feasibility Analysis 15
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There arethree basic
approaches to setting
salesprices or rents.

There are three approaches to setting sales prices or rents for a devel opment.

Optimist Method

The optimist method bases the price on the amount needed to recoup the costs of buying the
land and building the buildings and other development costs. If the developer islucky, the
price turns out to be within what the market will bear. If the set price turns out to be higher
than the market will bear, the developer has a problem.

Back-Out Method

The back-out method bases the decision to undertake the project on the price the market will
bear. The devel oper does a market study to determine what price people will pay for a partic-
ular unit, compares that to the estimate for the land, construction, and devel opment costs,
and proceeds with the deal if the going priceis greater than the cost. Although this approach
isnot foolproof either, it attempts to reduce some of the inherent financial risks of develop-
ment.

Regulatory Method

This method establishes the sales price or rental rate by regulation. Using programs with spe-
cialized or restricted funding, the nonprofit devel oper then “backs out” the project based on
the regulated prices. (For example, rents maybe limited to 60% of the area median income.)
A market study should identify whether or not an adequate number of “program-qualified”
households exist and may be attracted to a development in this area.

Designing the Product

16

The goals you hammered out in your initial meetings create aframework for setting design
goalsfor your product. Y ou may do this before you hire an architect or with the architect you
hire. Every project is also subject to anumber of variablesthat influence and shapeits

design, including:

m function (single-family housing has different requirements than a multifamily develop-
ment that includes a day-care facility, for example);

m site (including such physical characteristics as size and configuration, as well as environ-
mental factors, adjacent land uses, and other considerations);

m codes and regulations;
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m COSt;
m schedule.

Based on information provided by the market study, the devel oper adjusts the initial concept
of what the product is and begins rough plans and sketches. The market study may point to
the need for adifferent mix of numbers, sizes, and types of unitsto meet the needs of the
potential market (more one-bedroom than three-bedroom units to serve alarge population of
single people, for example). Y our design goals will help you reach decisions when conflicts
arise-for example, between cost and quality. Y ou will also want to remember that whatever
you build you will have to own or manage for up to 50 years, in some specialized programs,
so design and quality will have amajor impact overtime.

Other elements of the market may affect the product design. If the market study identifies
crime as aproblem, for instance, you could change the design to include more exterior light-
ing, higher visibility entrances, and security systems. If the market study determines that
public transportation is limited, inefficient, or nonexistent, the automobile becomes amajor
design issue, requiring the product design to address parking, traffic flow, and visibility of
and easy accessto cars from the units. Alternatively, you could obtain a commitment from
public agencies to support car pooling or shuttle service to public transportation.

Thebest designs are the ones that exhibit the greatest degree of site awareness, taking fully
into account current, traditional, and planned use, on the one hand, and physical condition
and cost on the other. Placing housing on avacant lot just so it will no longer be vacant is not
agood reason to develop housing. Carefully consider context of use, so that the physical
possibilities derive from the habits and needs of residents.

Estimating Project Costs

Based on product design, the developer beginsto estimate the total cost of the project (see
the sources and uses statement on p. 30). As a housing organization, you may have cost
information for the construction costs (hard costs) section in-house because you have a
rehab estimator or someone who knows new construction on your staff. If you do not have
this knowledge, talk with a couple of builders or contractors who have done the kind of work
you are planning to do. Most builders will be willing to estimate some costs for you now in
hopes of getting the job from you later.
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Analyzing Financial Feasibility

18

At this point in the process, you will produce a preliminary financial feasibility analysis, the
firstin aseriesof pro formas. (Asyou refine each number-for example, with more exact
costs-you will revise the calculations.) These initial calculations alow you to determine the
kind of financing and sort of subsidy, if any, the project will require. Using your knowledge
of current conventional financing terms and the availability of public subsidies, you must
then make ajudgment about the feasibility of the project.

A very simple and general calculation for evaluating the financial feasibility of aproject starts
with what your target population can afford (the back-out method). The following “thumb-
nail” calculation for arental project tellsyou whether the debt your rents can support (line H)
will cover the project development costs (linel). If line H isgreater than line I, there may be
cash left over (potential profit). If linel isgreater than line H, you will need to consider
whether you can obtain agrantor subsidy to cover the shortfall.

Thefollowing exampleis based on the Fern Hill project, an imaginary 16-unit acquisition
and renovation project.

Preliminary Financial Feasibility Analysis:
Rental Project

A. Projected average rent payment $425
B. Number of unitsyou are constructing 16
C. Your monthly cash available (A x B) $425 x 16 = $6,800
D. Your yearly cash available (C x 12) $6,800 X 12 = $81,600

E. Your yearly taxes, insurance, maintenance,
repairs, and other expenses. (Use the industry
rule of thumb of $2,200 per unit per year.) $2,200 x 16 = $35,200

F. Portion of your cash availableto pay off
the property’s debt (D -E) $81,600- $35,200 = $46,400

G. Your monthly cash available to pay off debt (F + 12) $46,400 + 12 = $3,867
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H. Amount of debt your project will support (Ona

financial calculator, enter G, the current market interest

rate, and current length of loan-in this case, 7.25%

and 20 years-and solve for the principal amount.) $489,218

|. Total project development costs (from the Fern Hill
sources and uses statement, p. 30.) $816,197

J. Amount of equity, subsidy, or grants needed (I - H) $816,197-$489,218 = $326,979

When calculating the feasibility of afor-sale project, consider whether the mortgage loan
someone in your target market can afford is larger than your development costs per unit. If
not, you' 11 need to assess your chances of securing a subsidy or other financing to cover the
difference.

Both rental and for-sale projects also require built-in “cushions” of up to 25% of develop-
ment costs against the costs of construction delays, cost overruns, vandalism, slow sales, and
other contingencies of development.

When you take all the available information into consideration, these preliminary calcula
tions provide another element for you to weigh when deciding whether or not to pursue a
venture. *

Deciding on the Project: Go/No Go

Dropping a project after
the pm-development
phase can be very
costly.

When your market study and preliminary financial feasibility analysis are complete, you
should be very clear about who your target population is, what their housing preferences are,
and how much they can afford to pay in rent or monthly mortgage loan payments. Y ou will
also have arough idea of what your product would look like, how much it would cost you to
produce, and how it can be financed.

Thisisthe point at which you review the risks, determine the likely rewards, and decide
whether or not to proceed. Y ou can decide to drop a project at any timein the development
process, but dropping a project after this point can be extremely costly. If you decide to pro-
ceed, you now moveinto the second phase of the process: the devel opment phase. The next
chapter coversthe major elements of this phase.

* For examples of the more detailed financial analyses and pro formas lenders require, see
another guide in this series, Real Estate Development Step by Step: A Guide for
Community-Based Organizations.
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Chapter 3
Development: Project
Financing and Construction

The development phase includes land or building acquisition or control, financial commit-
ments, and construction. Thisisthe best point at which to develop a project schedule, which
is used to determine the time required for building the product and closing the financing.
(Seethe sample project schedule on p. 31.)

Acquiring Property

Scattered-site proper-
ties are the most diffi-
cult to acquire.

The moment of truth has come and you have decided to move ahead with the project. It is
wise to begin to get some control over the property or properties you will need. How thisis
done, of course, depends upon the type of property and the market conditions. Residential
projects can be divided into two types, scattered-site and single-site, each requiring a differ-
ent acquisition strategy.

Scattered-Site Properties

Probably the most difficult propertiesto acquire are scattered lots or houses in the hands of
different, private owners. Typically these houses, if vacant, have been sitting along time and
would seem ripe for purchase; but the owners, once you find them, are often difficult to deal
with.

Totry to acquire such properties, ask the city to begin to apply whatever pressuresit can to
help get the ownersin the mood to sell. These pressures can range from inspectors stepping
up the flow of violation noticesto the city beginning condemnation procedures. If you use
this strategy, stressto the city how important it isto get moving early. Many projects have
been seriously delayed because the devel opers could not get control of the property.

Later in the process, when the funds become available for you to purchase the properties,
you need to exercise extreme care. If owners sense that abig project isafoot, their prices
may go up. Many nonprofit organizations avoid this problem by having several people, per-
haps cooperative rea estate agents, purchase the properties quietly and transfer ownership to
the housing organization. Another strategy isto have alocal landlord you know and trust
purchase the propertiesfor you, asthiswill arouse less suspicion.
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Single-Site Property

If you want to develop asingle large building or vacant parcel of land, you will probably first
purchase an “option” by paying the owner afee to take the property off the market for a
period of time, say six months or ayear, while you line up financing. The owner agrees that
during the option period you can purchase the property for an agreed-upon price. The option
also stipulates your right to withdraw your offer if you cannot secure financing, necessary
zoning variances, satisfactory results from soil, engineering, or environmental tests, or other
contingencies.

L ocal brokers or lenders can advise you what to pay for an option. In some places, $1,000is
typical for a tract of land, but in other areas, determiningg the price can be complicated. One
easy, popular formula bases the option price on the estimated return on the investment of the
purchase price for the specified option period. For example, an investment of $200,000 (the
purchase price) at 5% (the estimated investment return) for six months (the option period)
equals an option price of $5,000. The option provides you with control for the specified time.

Nonprofit developers should carefully examine all offers of donated property they receive.
Serious environmental or structural problems often lurk in "free" properties.

Securing Financing Commitments

Once you have preliminary control of the property, it istime to start talking to lendersin
earnest. To “cut adeal” successfully with alender you must understand lending from the
lender’ s perspective. The lender wants to lend the maximum amoungnd to minimize risk.
Thisisknown asthe lender’ s dilemma.*

The Lender's Dilemma

If you have come thisfar, you are convinced that your project isimportant to the neighbor-
hood and can succeed as you have conceived it. It isyour job as the developer to convince
the lender. Historically, most lenders have valued community involvement to some degree.
Today, the federal Community Reinvestment Act (CRA) mandates such involvement. A
variety of activities qualify as community involvement and meet CRA requirements, and
your project may be one of them.

Although lenders are now considering more community-related loans, your approach to
financing should, first and foremost, focus on the good business sense your project makes.

* For more on working with conventional lenders, see another guide in this series,
Mortgage Lending: An Introduction for Community-Based Organizations.
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No matter how compellingitis, lenderswill not consider your project if it ispoorly con-
ceived or presented. CRA will help get the lender’ s ear, and may even get you in the door,
but the project must be financially sound, and you have to sell it. The two most important
considerations for lenders are the return on investment and the degree of risk. If the develop
er isthe “imaginative risk-taker,” the lender isthe “ stabilizer.”

If problems occur during construction, the lender stands to |ose the yield on funds advanced,
and possibly part of the principal. The finished product may not command the price on the
market that the devel oper projected. If the devel oper then defaults on the loan, the bank may
not be able to recoup itsinvestment at foreclosure. And finally, lenders contend with interest
rate risk, having committed funds at one rate when their own cost of funds (Ienders borrow
money, too) may rise much higher.

Regulators have required many lendersto tighten their lending requirements following the
recent surge of bank and savings and loan failures. Tighter lending criteria have resulted in

closer scrutiny of projects. Be prepared to provide sound explanations and detailed datato
support your intentions.

The Proposal

How, then, do you convince areluctant lender to fund your project? Much like asingle-
family mortgage application, some basic documents and information makeup a develop
ment proposal to alender. A proposal should be bound and should include:

m aone-page executive summary, including the project’ stitle, the names of its participants
(the devel oper, the architect, the contractor, and any other professionals), and the terms and
conditions of your loan request (see the sample on p. 29);

m amarket study summary narrative;

m an income and expense statement, an income tax analysis, acash flow analysis, asales
proceeds analysis, and a sources and uses statement;

B detailsof the proposed financing structure;
B construction cost estimates,
B architectural renderings and drawings of basic layouts and elevations;

B asiteand location map;
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B zoning information;
B photographs of the property;
B acopy of theoption, if thereis one;

B angppraisal. (Even though lenderstend to be suspicious of appraisals developers bring
with them and will order a separate one, you need an appraisal for your own information.)

Also include a narrative describing your organization, profiles of your key staff members,

and documentation of your track record in the neighborhood, including numbers of clients
served and size and number of projects completed, aswell as dollars of reinvestment. The

lender will use thisinformation to assess management capabilities and effectiveness.

The more of thisinformation you bring to your conversations with the lender, the more com-
fortable the lender will be with your ability to carry out the project. Y our presentations
should be professional and organized (it's agood idea to rehearse them), no longer than 15
minutesinitially, and clearly state what you are requesting from the lender. If you goin with
less than polished drawings, narratives, and figures, you run the risk of not being taken seri-

ously. This package costs some money, but fees such as the architect’ s can be built into the
loan.

Types of Financing

Thefive basic elements of any financing structure for areal estate development venture are:
m equity;

B acquisition financing: land or building;

B |and development financing (for raw land);

B construction financing;

W permanent financing(" takeout").

Theoretically,a developer could go to adifferent source for each of these components, but
more typically two or more of the loanswill be combined in asingleloan, or at |east offered
by the same lender.

How To Be Your Own Developer: Making the Development Decision



Equity is the capital a
developer puts into a
project.

COMMUNITY REVITALIZATION SERIES: REAL ESTATE DEVELOPMENT TOOLS

Equity
Equity isthe capital the developer or investor putsinto the deal. A lender may require equity

equaling up to 25% of total costsfrom a professional developer. Theriskier the deal, the
higher the equity requirements.

If the lender accepts the proposition that the val ue of the completed project will significantly
exceed its development costs, the lender may accept a creative equity arrangement, where
the devel oper provides no equity. The projected difference between the value and the costsis
the devel oper’ s creative equity. Such an arrangement is usually possible only when along-
standing relationship exists between the devel oper and the lender.

Equity isobviously abig problem for the nonprofit community organization. Its deal will be
considered risky, often consisting of an inexperienced developer with aproject in an area
that lacks healthy development activity. Y et, the community organization does not have alot
of cash to put into adeal asits equity. Potential solutionsinclude:

m seeking capital grants from foundations;

m entering into ajoint venture where your partner or investor provides the cash and you
provide the management;

m getting the properties donated and using them as your equity;
m syndicating with national, regional, or local syndicators;

m applying for funds from equity assistance programs such as the Enterprise Social
Investment Corporation and the National Equity Fund.

Equity from syndication using the low-income housing tax credit isnot amagical curefor
the problems of equity financing for multifamily housing. Syndication in thisinstance con-
sistsof alimited partnership of investors who provide the required equity, primarily for tax
advantages. Low-income housing tax credit syndications can be extremely difficult to put
together. Among the many complex questions they raise are: How much equity will the syn-
dicator raise? When and how will it be paid to the devel oper? Who gets the cash flow? Who
incursthe risk of ensuring future rental rate compliance? What happens when the investors
want to be removed from the deal after 15 years? Who manages the properties, chooses ten-
ants, and controlsrent levels, reserves, and cash flows?

Many of these strategies carry seriouslegal or tax consequences. The value of tax credits, for
example, isdepleted after 10 years, but the low-income use restrictions continue. The activi-
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ties and tax status of a partner in ajoint venture can al so affect anonprofit’ s 501(c)3 status
and tax liability.

Without avery understanding lender or a generous donor, equity can be atough nut to crack.

Land or Property Acquisition

Financing for the purchase of the property maybe advanced by the lender all at once or in
stages as parts of the project are completed or new sections of the land (or new buildings) are
acquired from the owner.

Land Development

Thisfinances the preparation of land for construction, including engineering and permit fees
and the costs of clearing and grading, performing soil borings, constructing storm drains and
roads, and locating utility and water and sewer lines. Land acquisition and land devel opment
loans are frequently combined into asingle short-term loan that isdrawn in stagesasland is
purchased and work progresses. Interest is paid on the outstanding balance, which is reduced
by the permanent financing or unit sale.

Although in the 1970s and ' 80s devel opers often worked on “ speculation,” building portions
or sections of a development without having lined up customers, current practiceisto pre-
sell most of the development to avoid losing the investment if the market crashes.

Construction

This short-term, interest-only |oan finances the construction or rehabilitation of a building
and is advanced in stages according to a predetermined draw schedule (see the samples on
pp. 39-40). Costs usually included in the construction loan include architect’ sand attorney’s
fees, insurance premiums, the cost of surveysand permits, and taxes due during the con-
struction period. If you need to hire consultants to manage the project, arrange a syndication,
or secure financing, include their fees aswell. Construction period interest can also be rolled
into the loan.

When the devel oper intends to retain ownership of the project, a construction loan can be
combined with permanent financing in a construction/permanent loan. The developer pays
interest only on the funds advanced during the construction period at a short-term interest
rate. At the end of that agreed-upon period, payments begin on the total loan at the perma-
nent, usually lower, monthly payment rate.

The developer runstherisk of the lender demanding payments on the full loan amount at the
end of the construction period, typically ayear or 18 months, whether or not constructionis
completed and units are sold or rented. Devel opers can be forced to make payments out of
their own pockets until the revenues begin comingin.
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Permanent Takeout

Thisisthefinal, long-term loan on the project. If the developer of arental project has
secured permanent financing from a different lender, the permanent takeout loan is used to
pay off the construction lender. The developer or owner of the project then begins making
payments on the long-term (usually 30-year) loan.

A for-sale housing developer typically lines up a source of permanent mortgage financing
for the future buyers, paying pointsto lock the lender into afavorable interest rate. The buy-
ers get their mortgage loan from the permanent lender, and the devel oper takes the proceeds
of each sale and pays off the corresponding portion of the construction loan.

Special Financing

Sometimes the type, nature, and complexity of a project require special financing.

Bridge Financing

Abridge loan provides financing between the end of one loan (usually amortgage) and the
beginning of another. Typically short-term, bridge |oans can cover, for example, an outstand-
ing construction loan while the devel oper renegotiates better terms than previously agreed
upon for the permanent financing. In many tax credit projects, the syndicator agreesto pay
the equity over several years and bridge financing is arranged to complete the project.

Gap Financing

The difference between the total amount of the project budget and the amount of the perma-
nent financing isreferred to asagap, which isfilled bgap financing. In affordable housing
development, thisis usually asubsidy.

Subsidies

In addition to conventional loans, most housing developments targeted to the low- and mod-
erate-income marketplace are financed by avariety of federal, state, and local government
financing, “soft money,” subsidies, and grants. Sources include community development
block grants, HOME funds, housing trust funds, arbitrage and reserve funds from bond sales,
surtax charges, Section 108 loans, and the Federal Home L oan Bank Affordable Housing
Program and CIP Advance Program.* It is beyond the scope of this guide to detail the many

* These programs are current at the time of printing, but regulatory programs are always
subject to change. Check the Housing and Devel opment Reporter for current programs. For
a good summary of information on federal programs, see Ledey Savitt, Preserving and
Revitalizing Older Communities: Sources of Federal AssistancéWashington, D.C.: U.S
Government Printing Office, 1993).
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ways these deal s can be constructed, but there are basic principles or techniques that are
common to most packages.

Your first pro forma calculations give you an idea of how large a subsidy you will need. In
these days of scarce public finding, subsidies usually take the form of “leveraging,” combin-
ing public with private money. Some basic leveraging techniques include:

m Find afront-end capital grant and borrow less from a conventional lender.

m Useagrant asasoft second (a second mortgage on which no payments are due).
Principal comes due later or isforgiven overtime.

m Useagrant to subsidize (reduce) the lender’ sinterest rate. In this case, grant funds are
deposited with the lender to offset the difference between the market rate and the subsidized
rate the lender agreesto charge.

m Use tax-exempt financing such as housing devel opment bonds (HDBS). The lender lends
the money for the project to thelocal government. Becauseit isaprogram to benefit the pub-
lic—in this case, low- and moderate-income buyers—the interest the lender receivesis
exempt from taxes. Therefore, the lender can offer alower interest rate.

These are standard financing techniques. Y our role as developer isto find the funds and
negotiate how to combine them with conventional financing. It isimportant to consider a
range of techniques and work with lenders to devel op structures with which they are com-
fortable.

The Fern Hill Apartment Project

Thefollowing examplesillustrate the executive summary, the sources and uses of funds, and
the project schedule for Fern Hill Apartments, animaginary 16-unit rental project. The
lender will review these figures and use them to monitor the progress of the project.

The sources and uses statement makes afirst attempt at determining the total project cost and
total financing based on the preliminary use of the back-out method. The figures show that
the projected rentswill not cover all development costs. To makeup the difference, possible
subsidies are added at this point. If no subsidy is available, the equity must increase, the rents
must be raised, or both.
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Executive Summary: Fern Hill

Project:

Start date:
Finish date:

Developer:

Architect:

Construction
Management:

Construction:
Total project costs:

COMMITMENTS
Developer equity:

City of Mytown Community
Development Department:

Mystate Housing
Finance Agency:

REQUEST

Financing  of:

Terms:

Interest:

Points/fees

(150 basis points total)

The acquisition, “gut” renovation, and conversion of an
existing 16-unit, under-utilized building located at 123
East Market Street in the Highland neighborhood of
Mytown, Mystate, to affordabletwo-bedroom units with
all new appliances, individual electrical, HVAC, plumb-
ing, and finishes.

May 1994
February 1995

Highland Affordable Housing Association,
501(c)3, Mytown, Mystate

a qualified

Quality Design Associates, AlA, Mytown, Mystate

HAH Inc., Mytown, Mystate, a subsidiary of Highland
Affordable Housing Association

Delong Construction, Mytown, Mystate

$816,197

$29,479

$85,000

$212,500

$489,218
30
7.25%
1.50%
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Sources and Uses Statement: Fern Hill

1 USES

2 Purchase

3 Land acquisition

4 Building acquisition

5 Construction costs (hard costs)

6 Construction

7 Construction  contingency

8 Site improvement and landscaping
9 Interest expense

10 Construction loan: points and fees
11 Architectural and engineering

12 Permits and fees

13 Development costs (soft costs)
14 Permanent loan: points and fees

15 Environmental survey
16 Property survey

17  Title and recording
18  Taxes

19  Appraisal

20  Legal

21 Accounting

22  Marketing/market study

23 Insurance

24 Developer's general and administrative
25  Developer's fee

26 Post-construction audit

27  Other/miscellaneous

28 Total project cost

Project totals
$35,000
85,000

421,600
42,160
7,500
13,008
7,316
32,000
4,000

7,338
5,500
3,500
3,750
8,000
4,500
15,000
5,000
5,000
4,000
40,810
61,215
5,000
0
$816,197

Per unit totals

$2,187
5,313

26,350
2,635
469
813
457
2,000
250

459
344
219
234
500
281
938
312
312
250
2,551
3,826
312
0
$51,012

29 SOURCES

30  Equity from developer
31 First mortgage

32  Second mortgage
33  Grant/other

34 S/LHRA

35  Total financing

Proposed financing

$29,479
489,218
0

85,000
212,500
$816,197

How To Be Your Own Developer Making the Development Decision
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USES Amounts May 94 June 94 July 94 Aug 94 Sept 94 Oct 94 Nov 94 Dec 94 Jan 95 Feb95 TOTALS
Purchase

Land acquisition $35,000 $35,000 $0 $0 $0 $0 $0 $0 $0 $0 $0  $35,000
Building acauisition 85,000 85,000 a 0 0 0 0 0 0 0 0 85,000
Construction costs (hard costs)

Constiuction 421,600 ¢ G 70,257 70,267 70,267 70,267 70,268 70,268 e 0 421800
Consiruciion contingency 42,160 ] [¥] 7,027 7,027 7,027 7,027 7,025 7,025 S Y 42,150
Site improvement and landscaping 7,500 0 0 1,875 1,875 0 0 0 1,875 1,875 0 7,500
Interest expense 13,008 0 0 0 2,168 2,168 2,168 2,168 2,168 2,i68 0 13,008
Construction loan: points and fees 7,316 0 0 7,316 0 0 0 0 0 0 0 7,316
Architectural and engineering 32,000 7,500 0 2,500 7,500 2,500 1,500 1,500 1,500 7,500 0 32,000
Pemits and fees 4,000 0 0 4,000 0 0 0 0 0 0 0 4,000
Development costs (soft costs)

Permanent loan; points andfees 7,338 0 0 0 0 0 0 0 0 7,338 4] 7,338
Environmental survey 5,500 5,500 0 0 0 0 0 0 0 0 0 5,500
Property survey 3,500 3,500 0 0 0 0 0 0 0 0 0 3,500
Title and racording 3,750 1,875 0 0 a 0 0 0 0 1.875 0 3,750
Taxes 8,000 4,000 0 0 0 0 0 4] 0 4,000 0 8,000
Appraisa 4,500 4,500 G o g g Y Y S [ (4] 4500
Legal 15,000 5,000 0 0 5,000 0 0 0 0 5,000 0 15,000
Accounting 5,000 1,000 0 0 0 0 2,000 0 0 2,000 0 5,000
Marketing/market study 5,000 5,000 0 0 0 0 0 0 0 0 0 5,000
Insurance 4,000 1,000 0 0 0 0 2,000 0 0 1,000 0 4,000
Developer’s general and admin. 40,810 0 5,830 5,830 5,830 5,830 5,830 5,830 5,830 0 0 40,810
Developer’s fee 61,215 0 0 0 0 0 (o] 0 0 61,215 0 61,215
Post-construction audit 5,000 0 0 0 0 0 0 0 0 5,000 0 5,000
Other/miscellaneous 0 0 0 0 0 0 0 0 0 0 0 0
Totals $816,197  $158,875 $5,830 $98,815 $99,667 $87,792 $90,792 $86,790 $88,665 $98,971 $0 $816,197
SOURCES

Equity from developer $29,479 $29.479 30 $0 $0 0 $0 20 20 $0 $0  $29.479
First mortgage 489,218 0 0 0 0 0 0 0 0 489,218 0 489,218
Second imorngage o o Y G ] Y G g ] Y G (]
Grant/other 85,000 0 0 0 o] 0 0 0 0 85,000 0 85,000
SAHRA 212,500 0 0 50,000 50,000 50,000 50,000 0 0 12,500 0 2i2,500
Totals $816,197  $29,479 $0  $50,000  $50,000  $50,000  $50,000 $0 $0  $586,718 $0 $816,197
Construction loan $487,747  $129,396 $5,830 $48,815 $49,667 $37,792 $40,792 $86,790 $88,665 ($487,746) 0 $816,197
Loan draw (129,396) (135,226) (184,041) (233,708) (271,500) (312,292) (399,082) (487,747) 0 0 816,197
INTEREST CALCULATION

Monthly interest factor 0.00604 (782) (817) (1,112) (1,412) (1,640) (1,887) (2,411) (2,947) 0 0

Total interest ($13,008)
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Explanation of Line Items: Sources and Uses Statement

This statement is divided into two main sections. The “ Sources” section identifies where the
funds are coming from and normally lists all financial participants, both debt and equity. The
“Uses” section listswhere the funds are going and is traditionally divided into three sub-
areas. purchase (acquisition), construction (hard costs), and devel opment (soft costs).

1 Uses: itemsincluded in this section depend on the project and include all costs anticipated
in completing a project.

2 Purchase: cost of acquiring the land or land and building. This section is usually sub-
divided into land and building sections.

3 Land acquisition: cost alocated to land. Landis an asset and is accounted for separately.
Theland purchase priceis the accounting basis for the asset.

4 Building acquisition: cost allocated to the building. This asset isdepreciable, and is

accounted for separately. Depreciation is the annual reduction of the building purchase price
to reflect wear and tear from use.

5 Construction costs (hard costs): estimated costs to be incurred during the construction
phase of a project.

6 Construction: estimated costs associated with the “bricks and sticks,” or the actual product
production.

7 Construction contingency: amount set aside to pay for any unanticipated construction costs.
8 Siteimprovement and landscaping: estimated cost of land improvements such as grading,
seeding, sidewalks, trees, and shrubs. The value of the improvementsis added to the basis of

the land purchase price.

9 Interest expense: estimated amount of interest to be paid for borrowed funds during the
construction process.

10 Construction loan: points and fees: estimated up-front costs paid to the construction
lender for making the [oan.

11 Architectural and engineering: cost of the design and production of drawings, specifica-
tions, and related construction documents.

How To Be Your Own Developer: Making the Development Decision
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12 Permits and fees: cost of inspection, plan review, and zoning compliance, paid to the
administering government agency .

13 Development costs (soft costs): costs normally paid before and after construction.

14 Permanent |oan: points and fees: estimated up-front costs paid to the lender for making
the permanent loan. Thisloanisnormally used to pay off (“take out”) the construction loan.

15 Environmental survey: required by most lenders before they will commit to financing.
Completed and paid for early in the pre-development phase, it is areimbursable devel op-
ment cost. Often called a“ phase one environmental.”

16 Property survey: required by most lenders prior to giving acommitment for financing.
Completed and paid for early in the pre-development phase, it isareimbursable devel op-
ment cost.

17 Title and recording: costs associated with closing the permanent loan and recording the
documentation.

18 Taxes: amount paid to an escrow account at closing for taxes. If property taxes have to be
paid during construction, taxes should also be listed under the construction section.

19 Appraisal: an evaluation report ordered by the lender and paid for by the developer. Must
be approved by most lenders before they will commit to financing. Completed and paid for
early in the pre-development phase, it is areimbursable development cost.

20 Legal: attorneys' feesfor review of documents, preparation of contracts, loan closing,
and other services, usually paid in several payments. Varies widely based on type of project.

21 Accounting: costs of setting up and allocating a system for the income and expenses
associated with the project.

22 Marketing/market study: areport paid for by the developer and completed and paid for
early in the pre-development phase, the market study is areimbursable devel opment cost.
Marketing is the advertising and promotional costs of leasing or selling the project.

23 Insurance: predetermined amount paid to the escrow account at closing to cover the cost
of insurance for project owners. May also be required during construction if not covered as
part of the devel oper’ sinsurance.
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24 Developer’sgeneral and administrative: developer’ s reimbursable expenses associated
with the production of the product: office, staff, equipment, travel, supplies, and other costs.

25 Developer’sfee: funds paid to the devel oper for expertise, to offset risks, and to provide
a return on equity.

26 Post-construction audit: fees paid for afinal accounting of the project costs.

27 Other/miscellaneous. amount set aside to pay for any unanticipated development costs.
28 Total project cost: estimated cost of producing the product.

29 Sources: providers of funds, both debt and equity, and the amounts provided by each.

30 Equity from developer (owner): funds provided by the developer and/or the owner.
Varies based on project.

31 First mortgage: funds usually provided by the permanent lender.
32 Second mortgage: funds from alending source that are subordinated to the first mortgage.
33 Grant/other funds provided by various finding sources.

34 State/local housing or redevel opment agency: funds provided by state or local govern-
ment sources.

35 Total financing: all funds allocated.

Explanation of Line Items: Project Schedule

The project scheduleisalso a“first cut,” with lines 1-35 the same as the line items on the
sources and uses statement. The developer projects the payment of theUses’ lineitems and
the receipt of “ Sources’ lineitems over an anticipated time period to compl ete the project.
The costs and funds are allocated monthly based on the devel oper’ s knowledge of the devel-
opment process and the financing available. Costs and funds are totaled monthly on lines 28
and 35.

36 Construction loan: total amount borrowed (first column) to cover development costs. The
monthly columns show the monthly draw against the loan. Note that theloan is paid off in
January 1995. The difference between line 28 and line 35 isthe amount of funds either avail-
able or required to pay that month’s costs. If line 28 ismore than line 35, funds must be bor-
rowed (construction financing).
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37 Loan draw: the difference between line 28 and line 35 plus all preceding draws. The
monthly totals are cumulative, so at any point the total loan outstanding can be determined.

38 Interest calculation: amount of interest paid on the outstanding monthly balance as the
loan is drawn down.

39 Monthly interest (factor): thisfraction in the first column is determined by dividing the
interest rate (0.0725) by 12. The monthly interest factor is multiplied by the amount of the

monthly loan draw (line 37) for each month.

40 Total interest: the sum of all the monthly interest payments (line 39).

Constructing the Project

Acting as your own
general contractor will
not necessarily save
you money.

Y ou must decide what role your nonprofit organization will play in the construction of the
project, the final step in the development process. Y ou have two basic choices:

m act as the general contractor on the job;
m hireageneral contractor and assume an oversight and coordinating function.

Many groups assume that being their own general contractor will save them money. Thisis
not necessarily true. Subcontractors who have existing business rel ationships with general
contractors and anticipate future work from the “general” will make their bids competitively
low. “Subs” who do not know the general contractor and figure that the job isaone-time
deal may bid higher. If you have no contacts with subs or are undertaking the devel opment
as aone-time, unique project, you may save money by working with an experienced contrac-
tor who has established contacts.

Various contingencies can also drive the cost of construction up. For example, if pricesfor
materials go up after the financing and bids have been secured, the general contractor will
have to absorb the added costs, if you have agood contract. If you are the general, those
costs become your liability. Contractors also have lines of credit with suppliers that can keep
ajob moving between draw payments.

The general contractor’s price will contain amark-up, which you should compare to your
own staff costs. Consider not only the salaries of your construction or rehab staff, but the

value of the other servicesthey will not be able to provide when they are running the job.

General contracting is a separate business from devel opment and in many areas requires spe-
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cial licensing. Lenders, investors, or government participantsin a project may also require a
construction bond (a certificate that serves as evidence of the ability to complete the con-
struction) which, for anew contractor, is difficult and time-consuming to secure. Bonding is
usually provided by abonding company at a cost of 2%-4% of the construction contract
value. To secure a construction bond requires the devel oper to possess cash and assetsin an
amount the bonding company determines (usually through a*“due diligence” process) to be
adequate to cover the project.

State law or contract terms or both require general contractorsto carry builder’ sliability and
worker’s compensation insurance, both of which are expensive for new companies. The
delay resulting from securing insurance, licenses, and bonding may, initself, counteract any
potential advantage of acting as ageneral contractor.

Duties of Contractor

When considering whether to act as general contractor, carefully consider issues of your
organization’s capability, which are even more important than issues of cost. Asthe builder
or genera contractor, you must:

m secure al bids (on arehab job this can involve as many as a dozen different trades);

m schedule all the work and make sure the subcontractors perform according to schedule
(the electrician has to set his boxes, for example, so that the drywaller can comein and do
her work);

B monitor the quality of all subcontractors work;

B make sure al work complies with applicable building codes;

B order supplies and equipment and monitor costs;

B advance cash as necessary to keep the job moving while you wait for loan drawdowns;

B guarantee that you will be responsible for the quality of the work long after the project is
finished.

Some basic guidelines can help you decide project by project whether you should act asthe
general contractor. The smaller the size of the project, the greater are your chances of success.
The more concentrated the units geographically, the easier the process will be to manage.
Also consider the job's complexity. If a rehab project requires only roofing, plumbing, wiring,
and some painting, for example, it probably makes sense for you to deal with subcontractors
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directly. And if you have good contacts with subcontractors and know they can, to a certain
extent, coordinate their work, you can probably manage the job of general contractor.

If you have succeeded as general contractor on severa simple rehab projects and have the
staff time, you may be ready to tackle larger or more complex projects.

Construction Management

Even if you decide not to be the contractor and your functions on the job are more limited,
you will still need a projector construction manager on your staff. Depending on the size of
the project, thismay be afull-time position, since your role as the developer still requires
that you perform the following:

m assemble the team: contractor, architect, lender, inspectors, and legal counsel;
m review plans, specifications, and budgets;

m coordinate various team members' activities (for example, get the lender and inspectors
out when the contractor needs a draw);

m resolve problems (for example, the contractor has run into a huge boulder on the lot
which must be removed, incurring a cost overrun-do you pay extraor do without the storm
doorsto makeup the difference?);

m make quality control inspections,

m monitor costs to make sure you are within budget and make adjustments and approve
changes as necessary;

m monitor the progress of work to make sureit ison schedule.

Whether you subcontract for these services or use in-house staff, a project manager should
have construction expertise and be organized, diplomatic, good with figures, and good at
solving problems.

Construction Monitoring

Whether or not you act as the general contractor on ajob, as the devel oper you will warrant
to your lender that certain work has been done and request loan payments for that work,
which will be made according to adraw schedule you and the lender develop. The draw
scheduleisthe lender’ sway of controlling risk and can be the developer’ stool for monitor-
ing work and costs.
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Each lender, including city government and state finance agencies, hasits own particular
kind of draw schedule. Two basic draw schedules can be constructed, one for small or new
construction projects and the other for larger or rehab projects.

Thefirst tiesloan drawdowns to the completion of specific stages of construction (see sam-
ple draw schedule 1). At the completion of aphase, the developer asks the lender to inspect
the project. If the lender agreesthat it is complete, he or she releases the funds for that stage.
This system lacks the flexibility necessary for larger projects, on which work could stall if
the devel oper had to wait until completion of each stage before being paid. Thisdraw system
normally does not require a retainage (aportion of a draw request-usually 10%-lenders
hold back to minimize their risk).

The second type of draw schedule reduces the risk of work stalling. The developer creates an
itemized budget of hard costs and soft costs and the lender agrees to make regular monthly
payments based on invoices and the percentage of work in place (see sample draw schedule
2, based on the Fern Hill project schedule). The developer can continue to draw some money
regardless of the order in which the work is completed. The lender usually specifiesamini-
mum and maximum amount per draw. Thistype of draw schedul e requires more from the
devel oper, who must estimate materials costs, labor time, and expenses. The devel oper war-
rants to the lender that a certain percentage of work has been done, and developers who mis-
calculate may end up having to cover cost overruns themselves. Many experienced devel op-
ers have ended up with more money tied up in the project than they could ever hopeto
recoup through sales or leases because they did not watch their builders carefully enough.
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Sample Draw Schedule 1: New Construction

Lot: AD-104
Address: 236 New Street
Construction Cost: $150,000

Draw #1 foundation walls complete; building permit
15% exhibited; location survey and surveyor's

certificate furnished; builder's risk insurance

obtained $22,500
Draw #2 rough framing package delivered; exterior
20% walls framed; roof sheathed $30,000
Draw #3 interior framing complete; windows in place;
10240 structure secured $15,000
Draw #4 plumbing, heating, and wiring rough-in complete;
1570 roof shingled $22,500
Draw #5 drywall hung and finished
10% $15,000
Draw #6 interior trim in place; interior concrete complete;
10% heating system in place $15,000
Draw #7 interior painting complete; resilient flooring
10240 complete; hardware set; cabinets and vanities

set; ceramic tile in place; plumbing, heating,

and electrical fixtures installed $15,000
Draw #8 all appliances installed; all floors complete,
10240 all exterior work complete; mechanic’s lien

waivers and occupancy permit received $15,000
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Sample Draw Schedule 2: Fern Hill Apartments

Amount Remaining Balance
(to be dishursed)

Draw #1 $129,396 $358,350
Draw #2 $5,830 $352,520
Draw #3 $48,815 $303,705
Draw #4 $49,667 $254,038
Draw #5 $37,792 $216,246
Draw #6 $40,792 $175,454
Draw #7 $86,790 $88,665
Draw #8 $88,665 $0
TOTAL $467,747 $487,747
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Chapter 4
Post-Development: Operations

Thefinal, post-devel opment or operational phase includes the marketing, sales or leasing,
and property and asset management of a project.

Y ou must begin to market the units before construction is completed. When to begin and
who to have handle it are open questions for both conventional developers and neighbor-
hood organizations. Marketing includes advertising, promotions, grand openings, and other
activitiesaimed at selling or leasing the project. Although the marketing startsin the pre-
development phase, marketing to the customer is aprimary focus of the post-devel opment
phase, when final cost figures are reviewed and sale or leasing prices are adjusted, if possi-
ble, to reflect the changes.

Sales or Leasing

Begin marketing before
construction is com-

pleted.

Most small devel opers do not have areal estate brokerage capacity in-house. Because their
attention is focused on monitoring projectsin process and devel oping new opportunities,
they may chooseto hire areal estate company to market the units. They may contract with a
leasing service or hiretheir own staff person whose sole responsibility isto work at the pro-
ject taking contracts or applications.

Since this function requires distinct salestalent, it is often performed by outside profession-
als, but the choice will depend largely on the project. Most community-based organizations
could probably handle the marketing of, for instance, 10 or fewer rental units subsidized for
low- and moderate-income residents. Referrals from the neighborhood, the city’s Section 8
waiting lists, and some limited advertising will probably fill the units. If the nonprofit choos-
es not to retain management, a management company may handle the actual leases.

A neighborhood group may also be able to market owner-occupied units targeted to lower-
income buyers. But since the requirements for the purchase financing result in asmaller pool
of qualified applicants from which to draw, more advertising, more counseling of prospec-
tive applicants, and more timeis usually necessary.
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Some groups start out handling the marketing themselves, only to turn it over to areal estate
agent later because sales are going so slowly. Agents are in touch with amuch larger market
than are neighborhood organizations.

Using a Real Estate Agent

If the project aims partly at stimulating reinvestment, then it may make senseto use areal
estate agent anyway, even if you think you could sell the units. Using an agent encourages a
return of healthy real estate activity to the neighborhood. Agentstalk to each other, and they
will bring more and more prospective buyersto your area.

Whether or not you use areal estate agent, atypical marketing strategy isto concentrate on
getting one or two units completed as soon as possible to serve as models. Then, approxi-
mately two weeks before the site is ready to be shown, advertise. Developers also put signs
upon sites when they start to build or even sooner. However, if signs go up too early, they
grow stale, and people no longer notice them by the time the devel opers are ready to offer
contracts or |leases.

If you do use the services of an agent, review with him or her the monthly sales projections
you build into your cash flow pro forma. The agent then should furnish you with regular
weekly reports on the level of traffic, who the clients are, the number of contracts signed, and
the number of financing commitments secured. Monitor these reports closely, and if they are
not meeting your projections, work out new advertising strategies or, if necessary, change
agents. The developer and the agent often share the costs of advertising.

Managing Property

42

The developer isresponsible for overseeing property management and makes decisionsto
enhance the performance of theinvestment, extend the economic life of buildings and their
components, and continue to maximize return on asset. But the critical question for the
neighborhood organization is whether or not to manage arental project. Thisdecision
depends on organizational systems and staff capabilities, but even more it depends on the
role your organization wantsto play in the community.

Most property management companies assign five to seven projects to each manager, and a
project might consist of 50 or 500 units. Clearly, economies of scale comeinto play. Property
management requires a staff person to be on call 24 hoursaday, but it isnot necessarily full-
time work day in and day out. In addition to patience and attention to detail, it requires good
contacts with reliable maintenance and repair people. An organization with good record-
keeping and financial systemsand patient staff members can takeit on.
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The more thorny issue is whether property management is an appropriate role for your orga-
nization to assume. The property manager not only signs the leases, but also appearsin court
to evict tenants. And, despite the most careful screening and counseling, evictionswill
inevitably occur. This processis painful, especially for agroup whose goal isto help low-
and moderate-income people. Any organization that takes on property management must be
absolutely willing to be closely identified with the project, with all the good and bad publici-
ty that can entail.

When told of this guide’s purpose-to help nonprofit community organizations decide
whether or not to become devel opers—some for-profit developers said, “Why would they
want to do that?

Development isrisky. A project that stalls or, worse, fails can damage an organization’s cred-
ibility with finding sources and, more importantly, with the community. A successful pro-
ject, on the other hand, can enhance your organization’simage, help the community, and
generate income.

No manual can cover al the myriad contingencies that can arisein the course of a project.
And no guide can make you an expert devel oper-that comes only with working through
several ventures. This guide should help you evaluate your organization’s readiness to
become a devel oper and decide whether you have the staff capabilities, clarity of purpose,
track record, financial resources, and community support necessary to succeed. The impor-
tant thing isto think the process through carefully at the beginning, making sure that every-
one understands the risks as well as the benefits.

Good luck!
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Glossary

Board of Realtors A trade group of local real estate licensees who are members of the state
and National Association of Realtors and who may operate a multiple listing service and
conduct educational activities.

bonding The process in which abond company provides aformal certificate to a contractor
that serves as evidence of ability to complete the construction.

bridge financing Short-term financing between the end of one loan and the beginning of
another.

broker A state-licensed agent who acts for property ownersin real estate transactions.

Community Reinvestment Act (CRA) A 1978 federal law requiring that lenders make
efforts to meet the credit needs of all the communitiesthey serve.

contingency The portion of the construction costs (usually 10%) developers add into their
budgets to cover unforeseen expenses.

creative equity Zero equity contributed by a devel oper when alender accepts the proposi-
tion that the value of a completed project will exceed its development costs.

draw A cash payment from alender to adeveloper or contractor according to the terms and
conditions of a construction loan.

equity In real estate development, the capital alender requires a developer or investor to put
into adeal; the amount of the project owned by the developer or investor. The amount varies
according to the degree of risk the lender perceives the project to entail.

financial feasibility analysis Preliminary calculations adeveloper performs to assess
whether the projected rents or sales prices of a project will cover the costs of developing the
project.

gap financing Financing developers use (for community-based nonprofit organizations,

typically asubsidy) to close the gap between the amount needed to complete the project and
the amount of the permanent financing.
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general contractor The entity engaged to constructor supervise a construction project,
which includes securing bids, scheduling work, hiring subcontractors, monitoring costs, and
guaranteeing the quality of the work.

hard costs The costs associated with the construction phase of a project.

joint venture An agreement between two or more partiesto invest in asingle project.

low-income housing tax credit Internal Revenue Service-regulated tax credits used to raise
equity, as defined by the 1986 tax reform act.

market study The gathering and analysis of market data of a given area, including informa-
tion on population, home ownership, vacancy rates, sales and rental data, competition and
amenities. Used to devel op projections and make proposalsto lenders.

multiple listing service (M1S) An association of real estate brokersthat agreesto share
sales listings with each other and which frequently distributes a book with all the listings to

its members.

option An agreement whereby a potential buyer purchases the right to buy a property within
apredetermined period of time for an agreed-upon price.

phase one environmental study A preliminary analysisof a property performed by acerti-
fied engineer to test for avariety of pollutants, including radon, asbestos, and |ead-based
paint.

plugs Factorsthat developers“plug into” pro formasfor the purpose of projecting expenses.

pro forma The presentation of datawhere certain amounts are hypothetical. In develop-
ment, usually afinancial statement that shows what is expected to occur.

retainage The portion of adraw request (usually 10%) held back by lendersto reduce their
rsk.

soft costs Costs incurred before and after the construction phase.

soft second A second mortgage |oan on which the principal is deferred or forgiven over
time.

subcontractor A worker such as an electrician, painter, or roofer who performs services
under contract to the general contractor.
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syndication A means of raising capital or equity by selling interest in a property to
investors, usually to provide the investors with certain tax advantages.

takeout financing A commitment to provide permanent financing following construction of
aproject. Thiscommitment isusually contingent on specific conditions for the permanent
loan to “take out” the construction loan.
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